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Introduction:
Strengths and weakness in the real estate market have a significant impact on the
United States society. The real estate bubble that peaked in 2006 and the 2007 mortgage
crisis greatly impacted the economy. This thesis discusses the characteristics of the real
estate bubble and the events leading up to it. In the midst of the bubble, mortgage fraud
greatly increased. Also discussed in the paper are different types of mortgage fraud, the
impact of mortgage fraud, the impact of the fraud on the mortgage crisis, and changes to
combat fraud, which include the Dodd Frank Act. Bankers, realtors and other
professionals were interviewed to provide their opinions on the impact of the real estate
bubble on U.S. society of the real estate bubble and mortgage crisis. The main
conclusion is that there must be balance between the American dream of home
ownership, the operation of a free market economy and the laws enacted to stimulate the
economy, as well as the protection of the American people.

Chapter 1: Real Estate Bubble
Definition of a Bubble:
When the term “real estate bubble” is mentioned, there will be people who know
what you are talking about, while others will not. It is important that this issue be
discussed as it has had a large impact on the United States economy in recent years.
According to Investopedia, a real estate bubble is, “A run up in housing prices fueled by
demand, speculation, and the belief that recent history is an infallible forecast of the
future. Housing bubbles usually start with an increase in demand, in the face of limited
supply, which takes a relatively long period to replenish and increase. Speculators enter
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the market, believing profits can be made through short term buying and selling. This
further drives demand. At some point demand decreases or stagnates, but at the same
time supply increases, resulting in a sharp drop in prices and the bubble bursts.” The
business dictionary defines it as an, “Economic bubble characterized by quickly
increasing property values until they outperform other elements of the economy and then
are followed by a decline of property value.” The bubble can be summed up as an
excessive growth of capital that is not really there. It is a phenomenon in which financial
securities and real estate are increasing at extremely high rates, making the economy look
like it is doing extremely well. When the bubble bursts the economy completely crashes.
The real estate bubble demonstrates that the extremely high price of houses and land does
not match up to the basic market value. The land is a scarce resource where the elasticity
of demand is very large and the elasticity of supply is small. If the land is in great
demand, the supply and demand are not able to balance, and the price of land shoots up.
The more the land price moves away from what it’s actually worth, the bigger the bubble
gets, and the bigger the impact will be on the economy when the bubble bursts. The
bubble can be looked at in two ways. The positive way that people view it is that it
produces optimism in the market, helps to centralize the capital, promotes competition
among people, brings vigor to the market, and contributes to a prosperous economy. The
negative side of this is that is completely unreal. It brings about hope that it should not
because the bubble will bring a negative outcome to the economy overall. It puts many
people in financial distress. This means that there are many foreclosures and short sales,
which can be damaging to the individual and the economy as a whole. This distress
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causes people to think about committing fraud, and many of them actually commit
mortgage fraud (Yanxia).
Events Leading up to the Bubble:
There are certain events that occurred in the United States leading up to the 2006
real estate bubble that have played a role in what has happened to the national economy.
The first event dates back to 1968. This was when Fannie Mae, the Federal National
Mortgage Association that was created in 1938, was converted into a federal governmentsponsored enterprise, also referred to as a GSE. Fannie Mae was converted because there
was a lot of financial pressure on the government due to the Vietnam War, so Lyndon
Johnson converted Fannie Mae so that it could be taken off of the national budget.
Fannie Mae becoming a GSE meant that stockholders could buy stock and receive profits
from it, while receiving tax exemptions and the security of being backed by the
government. The actions from Fannie Mae lead to the government converting Freddie
Mac, the Federal Home Loan Mortgage Corporation, into a GSE as well in 1970. This
was done so that mortgages could be securitized and purchased (“US”). Fannie Mae and
Freddie Mac have increasingly grown throughout the past few decades and control
around 90% of the secondary mortgage market. Today, Fannie Mae and Freddie Mac
have assets that are 46% greater than any national bank. There is a flip side to this
though- Fannie Mae and Freddie Mac hold 46% of the national debt that the country is
facing (Alford).
The events of 1968 and 1970 lead to another big milestone in 1977. The
Community Reinvestment Act (“CRA”) was enacted with the goal of financial
institutions giving credit to low-income families and minorities to buy homes that
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otherwise could not have afforded it. This is a problem the United States faces today, in
regards to giving credit to those who usually wouldn’t qualify. Congress passed the CRA
to help prevent discrimination against those with lower incomes or who live in lower
class neighborhoods. The CRA gets examined every so often to make sure that it is
properly fulfilling its purpose (“US”).
In 1985, there was a negative effect on the economy, which was the Savings and
Loan (“S&L”) Crisis. The S&L crisis came about because of too much development
occurring in real estate and interest rates continuing to rise. It was estimated that about
747 of the 3,234 Saving and Loan Associations failed during this time. According to the
Home Guide 411, in 1990 the average price of homes was $149,800. This was a fair
price for houses in 1990 (“US”). This bubble developed in an environment of high
inflation, where producer and consumer prices were rising rapidly. The Central Banks
had to tighten their monetary policy in order to stop this inflation. This bubble was also
considered a “pure” housing bubble, which meant that the housing bubble rose much
faster than the price index, without having immediate repercussions on the economy. All
of these things helped lead up to the bursting of the mid-1980’s real estate bubble
(Richelbacher).
In 1997, the Taxpayer Relief Act was introduced. The Taxpayer Relief Act gave
tax breaks to people on the profits from the homes that they sold. The tax exemption was
$250,000 for a single person, and $500,000 for couples filing jointly. 1997 was also at a
time that people wanted to own more than just their house because it was seen as a good
investment. They were buying second homes and investing in properties. Beginning in
1999, Fannie Mae started introducing subprime mortgages. Fannie Mae did this because
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they wanted different financial institutions to offer loans to families, even if they did not
qualify for conventional loans. Then in 2003, another act, The American Dream Down
Payment Act, was passed that led to the burst of the bubble. The act was signed by
George W. Bush, and aimed to help 40,000 people per year. It helps people who are in
need of assistance with their down payment and closing costs as a way to promote home
ownership. By providing funds to these families, they could afford houses that they aren’t
able to afford on their own. The federal government wanted to do all that it could to
stimulate home ownership. Home ownership was on the rise. In 2004- 69.2% of
Americans owned homes, many of whom could not afford them.
According to Home Guide 411, the housing bubble burst in 2005. However, the
exact year is up for debate on this. There were 846, 982 home foreclosures as Americans
were not able to pay the mortgages on their homes. This continued in 2006 as the sales
of homes decreased, and the prices of homes fell. The number of foreclosures filed
increased to 1,259,118. The year 2007 brought about the subprime mortgage crisis.
Many banks filed for bankruptcy. New Century Financial Corporation, American Home
Mortgage, Ameriquest Mortgage Company, and Lehman Brothers all went bankrupt.
This occurred primarily because of defaults on risky loans. In December 2007, housing
prices dropped 6.6% compared to the normal price level. In 2007, there was the greatest
drop in the prices of homes since the Great Depression. In March 2008, housing prices
dropped 14.1%. By June 2008, homes sales fell 2.8%, which was the biggest drop in ten
years. Throughout 2008, the banks continued to repossess homes. By the end of 2008,
3,157,806 homes were foreclosed on. This was 1.84% of all American homes. In 2009,
banks throughout the United States wrote off $31 billion on mortgages. Foreclosures
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were still on the rise and reached 3,957,643. This was an astonishing 2.21% of all
American homes. These scary statistics have played a horrible role on the American
economy (Alford).

When Did the Bubble Begin?
The rise in demand in the U.S. housing market occurred through 2005, but it is
difficult to pinpoint when the bubble first began. The climax in the market is said to have
been in 2005, but housing market measures, such as the price index, do not show it
occurring until 2006. The real estate market really began expanding in the early 1990’s,
specifically 1991. Looking on from there it is challenging to figure out when the actual
bubble began, but the late 1990’s to early 2000’s is the most accurate assumption.
Thomas Lawler, an independent analyst for Freddie Mae, believes that the bubble began
in 2002. He believes that in 2000 when the tech stock bubble ended, investors wanted to
invest in a different area so they chose real estate. The Federal Reserve used this to their
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advantage and set low interest rates to encourage home buying. Mr. Lawler also says
there was not as much difficulty getting loans, and people who could not have afforded
loans otherwise were given them. Others believe that the bubble began before 2000.
Dean Baker, co-director of the Center for Economic Policy and Research believes that the
bubble began as far back as 1997. He believes that the trade deficit and financial
deregulation in the 1990’s ran up demand and prices. Robert Shiller created a home price
index to compare house prices during different time periods. The chart below
demonstrates his data through 2009. It can be seen that from 1929-1940’s, the market
stayed low around 60. The Great Depression and World War II occurred during this time
and had an effect on the market. Once these two events were over, the index skyrocketed
up to 86.6 in 1947. Prices then began to stabilize through the end of the 1990’s with very
few sudden changes. This data shows that besides the time of the Great Depression and
the real estate bubble, the home prices have moved along with the Consumer Price index.
Years 1996 through 2006 really shows the affect of the bubble as the Shiller price index
doubles from 87 to 160.6. The majority of the growth happened between 2002 to 2006
when there was 65.7% growth. This shows what happened to housing prices at the big
peak of the bubble. The prices began getting back to more normal levels as the index
dropped down to 105.7 in 2009 (Byun).

since 1950. For the first time in the post-World War II
era, an expansionary period continued throughout a recession. In fact, some argue that appreciation in home
prices stimulated consumer spending and thereby helped
to keep the 2001 recession relatively short and shallow.10
Annual growth rates of demand over this expansionary

prising to see that, during the recent housing cycle, prices
were affected more than demand. Chart 2 depicts Robert Shiller’s real home price index, published in Irrational Exuberance,11 updated with data through 2009. From
11
1929 through the mid-1940s, as the market suffered
through the Great Depression and World War II, the

Chart 2. Robert Shiller real house price index, 1929–2009
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Characteristics of the Real Estate Market:
The characteristics that the U.S. real estate market encompasses play into the
cause of the bubble. Real estate markets are often categorized as inefficient and not
transparent. There is no central trading market in real estate, which makes it harder to
purchase homes. In order for there to be supply in real estate, there must be new land that
is available for construction. This can take a very long time and cause the supply to be
low. New buildings and homes being built is what increases the supply, and without this
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there is none. This whole process can take a very long time. The longer it takes, the
harder it is for the supply to keep up with increasing demand. Prices will increase if there
is that lack of supply, and then this reverses when demand decreases.
Another characteristic that makes the real estate market unique is that there is no
short-term market like there is in the financial market. Investors participating in real
estate short sales lead to more optimism throughout the market than to pessimism. When
real estate prices drop really low, these investors buy into the market to earn profits on
their sales (Belke). On the other hand, some people believe that the real estate market is
completely efficient, so there can never be a bubble that can be created. These people
believe that the market price is always correct, and this is okay because the market
participants accept that price. The market is fueled by a lot of amateur participants. They
make few transactions with limited information and no experience with the properties
that they may be buying or selling (Smith 3). With this being said, these real estate
speculators need to view their home price as equaling the present value of the expected
cash flow in the future. Many of these people never do that. They instead use “comps.”
This means that they look at houses in surrounding areas with similar characteristics and
price match with them. Oftentimes, houses that these sellers price their houses to match
really don’t reflect the value that they realistically should. These comps that appraisers,
agents, buyers, and sellers use often get very far away from the fundamental value of the
house. Unlike the stock market where an investor can use arbitrage, one cannot use
arbitrage in the stock market. An investor cannot sell short and receive tax cuts for
owner occupied houses by buying more than one home. When these fundamental values
and market values do not add up it gets all of the numbers off track (4).
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Factors Contributing to the Bubble:
There are many different factors that play into the bubble.
Bank Lending:
One of the big factors is how bank lending plays into the bubble. “The
reallocation of resources, usually defined as the transfer of capital from lenders with a
lack of investment ideas to borrowers who require money to implement their ideas, is
generally acknowledged as an indispensable ingredient for economic growth.” During a
real estate bubble this is not the case. Debt financing, which usually would be a good
idea, becomes bad for the economy. A “boom” in asset prices and a large increase in
credit are very harmful to the economy. This begins a continuous cycle. An asset price
is made greater to promote growth in the economy, and high collateral values are used to
reduce the price of borrowing. This brings a lot of credit into the economy, which often
leads to bad things for the economy in the future. When the house prices decline, the
equity in the homes get smaller and smaller until owners have more debt than their house
is worth. With all this said, credit growth is really one of the factors that plays into the
bubble. Having more debt than can be afforded is never a good thing, and over the recent
years, debt in the American household has grown to the highest levels in history. The
problem with this increase in debt and credit is that the Federal Reserve does not step in
to do anything. This means that U.S. monetary policy, mainly focused on short-term
inflation, usually leads to stronger growth in credit. This increases the likelihood of a
bubble occurring. As seen in the graph below in figure 1, over the last three decades debt
per household has been on the rise. The large increase in credit can be seen to start
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around 1998. This increase in debt was brought on largely by the large debt in mortgages
(Belke).
Monetary Policy:
The monetary policy of the Federal Reserve has expanded in past years. In 2001,
when the equities started declining and the tech stock bubble burst, the monetary policy
started slowing it down. Since then the Fed is continually lowering interest rates to all
time lows to help the economy. The extremely low rates lead to high inflation (Belke).
The problem is that after the drop in interest rates in 2001, the rates stayed too low for too
long of a time. These low rates led to many people wanting to borrow money for
mortgages to get new homes. The Federal Reserve targeted the Federal Funds rate,
which is the rate that banks charge to each other for overnight borrowing. Changing this
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rate can affect the amount of money that is in the economy, which can be used to combat
inflation. At the end of the year 2000, the rate was 6.5%. By December 2001, the rate
was only 1.75%. In June 2003, a record low of 1% was reached. That rate was steady
for about one year. Then, in June of 2004, the Federal Reserve began to raise the rate
again and it was back at 5.25% by June 2006. The Fed had to closely monitor these rates
so to not bring on inflation. Since 2006, rates are currently at an all time low (Bernake).
The United States treasury rate as of April1, 2013, is .14%. In comparing this data to the
extreme rise in prices during the real estate bubble, monetary policy did not play a huge
role in this (“US Treasury”).
Mortgage Rates:
Mortgage rates also played a role in the real estate bubble. Low interest rates and
low mortgage rates are said to have helped increase real estate prices. Nominal interest
rates hit historically low levels since 2006. As of April 2013, rates for a 30 year fixed
rate mortgage are below 4%. It is real interest rates that really affect the price of a home
because low real mortgage interest rates make it cheaper to buy a home. For example, a
mortgage with an interest rate of 2% will make your house a lot cheaper for you than a
mortgage with an interest rate of 6%. The real interest rates have stayed relatively
stable. If inflation is supposed to rise in the future, it really should not affect the real
interest rates long term. Data has shown that real mortgage interest rates have not put a
lot of upward pressure on the prices of homes (Belke). Most people that buy homes do
not focus on real interest rates, but rather nominal rates because they are unaware of how
to account for inflation. Since inflation has been relatively low and constant the past
couple decades, most people tend to overlook it. These low nominal rates have allowed

16
many homeowners to refinance their homes to get a lower rate. Below is a map that
shows inflation adjusted home appreciation from 1998-2006. Homeowners monthly
mortgage payments stay the same, but they are able to live in bigger and nicer homes.
This has increased the demand for homes and showed that low interest rates have caused
an increase in the price of homes. This has also lead to a record high of mortgage debt.
High levels of debt are extremely risky. There is a record high for people with bad credit
histories being approved for mortgages from 1998-2006. The risk is that these people
will not be able to keep up with their payments, and their houses will go into foreclosure.
This will cause lower prices. These low interest rates are causing people to want to
borrow more. They want to spend more on housing, even if they really cannot afford it.
For example, low income and first time homebuyers could never buy a house before.
Because of the lower rates, they are now able to purchase a house. This leads to an
increase in demand. That increase in demand plus the shift in the type of house
demanded by different income groups, leads to an increase in house prices (Belke).
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Demand Factors:
There are other demand factors that have led to the real estate bubble. The U.S.
Census Bureau’s data shows that new home sales have been on the rise since the early
1990’s. This is not normal or cyclical, because during recessions home sales usually fall,
but the Census Bureau’s data shows this is not the case. A change in demand could cause
this, but it could also be speculation. It is hard to base a conclusion on the bubble from
this though.

Government Created Programs:
Another factor contributing to the real estate bubble is the government created
programs promoting home ownership. As mentioned earlier in this paper, Fannie Mae
and Freddie Mac were created for this purpose. In order to encourage home ownership,
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tax deductions have been given through programs like Fannie Mae and Freddie Mac
(Belke). An example of this can be seen in the simplified loan modification that Fannie
and Freddie are offering. Beginning July 1, 2013, borrowers who are at least 90 days
delinquent on their Fannie or Freddie mortgages can lower their monthly payments and
modify their mortgage. You can lower your interest rate to current rates and extend your
mortgage out to 40 years. This will lower borrowers mortgages by about 30%
(“Fannie”).
Subprime Mortgages:
In addition, giving risky, subprime mortgages to low-income families has
increased home ownership in lower income families. The securitization of loans has also
been a contributing factor to the real estate bubble. Risky loans were taken and packaged
together, but given high credit ratings. This was an incorrect rating by the credit agency.
Investors bought these thinking they were safe loans, when really they were very risky.
The mortgages ended up defaulting and a lot of money was lost.
Relationships Between Real Estate Appraisers, Realtors and Mortgage Officers:
Another factor contributing to the bubble was the relationship between real estate
appraisers and realtors and mortgage officers. Appraisers would overvalue the
properties, so that they could make more money. This was a bad thing because homes
looked like they were worth more than they actually were. An occurrence that has
happened in several metropolitan areas, such as St. Pete and Miami has affected the
bubble. Investors would buy condos pre-construction at a lower price when the prices
were on the rise with the intent to turn around and sell them for more and pocket the
profit. The speculative investors never intended to live in these condos. Many investors

19
never intended to own the condo, but planned to sell their contract for a profit before
having to close. When the market turned they could not sell them. The carrying costs
started on the day of closing and they could not afford them, so they were forced to dump
these condos at a loss (Belke).
Effects of the Bubble on Businesses:
The real estate bubble had different effects on different people based on what
businesses they were a part of. In an interview I conducted with Brian, who is a real
estate broker, he said, “The loosening of standards in the ten to fifteen years prior to the
market collapse made it easier for me to conduct business and put people into homes. I
was functioning as a realtor and mortgage broker, putting together skill sets. This same
loosening of standards created the market bubble. After the collapse it had devastating
effect on my business because the buyers who needed my services were locked out of the
industry.” This just shows that the loose standards helped him at the beginning, but when
the market collapsed, it not only hurt the economy, but his business too. In another
interview I conducted with Scott, a realtor for Keller Williams, the real estate crash had
the opposite effect on his business. He said that the real estate bubble gave him “the best
year he had in his thirty-two years of business.” This was because he is in the distressed
property business and he benefited from other peoples’ losses. He also believes that there
were more winners than losers during this time, we just hear more about the losers in the
media. Carl, a Real Estate Owned (“REO”), asset manager at Wells Fargo, was bounced
job to job during the real estate bubble. He said that he was employed as a national
builder, but was laid off about seven months prior to the burst because his boss saw
“impending doom” ahead. Six months later, while the bubble was bursting, he found his
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next job in wholesale lending management. Each week his company saw more lenders in
trouble, but didn’t want to believe that this could happen to them. Eighteen months later
his division was eliminated. A month later he received the job to open the Real Estate
Owned division for the west coast of Florida. He has been in the REO division for five
years, but he knows this position will be eliminated as well. Overall, this shows that the
real estate market is cyclical. When the market is not doing well, opportunities can also
be taken advantage of.
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Chapter 2: Mortgage Fraud
The loose lending standards that led to the burst of the bubble also had a big
impact on the mortgage industry. The easier it is to take out loans, the easier it also is to
commit fraud. In my interview with Brian, he said, “I noticed more mortgage fraud in
the years leading up to the collapse. This was due to loose lending standards and the
ability to make money quickly as a result.”
Definition of Mortgage Fraud:
Mortgage fraud is a white-collar crime that is not known much about, but it
received more media attention in recent years. In years 2000-2006, mortgage fraud
scandals really started showing up. Mortgage fraud directly ties in with the real estate
bubble. The rise in mortgage fraud rose with homeownership rates, which were at 70%
at the beginning of 2007. In 2006, there were over 28,000 reported cases of mortgage
fraud (Carswell). It is estimated that there are many more than this, but they are being
hidden or not yet discovered. These extra frauds could be hidden in the inflated housing
market, overlooked by regulators or quality control experts (Carswell).
According to the FBI, mortgage fraud schemes, “employ some type of material
misstatement, misrepresentation, or omission relating to a real estate transaction which is
relied on by one or more parties to the transaction.” (“Mortgage”) While there are
individual types of schemes, mortgage fraud can be more generally broken into “fraud for
property” and “fraud for profit” schemes. Fraud for property is where lenders help
unqualified borrowers receive loans without documentation or with little documentation.
It gets these families into the homes, but sets them up for failure because they can’t
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afford them. The loan originator gets a fee, and the originator cares about that profit
more than what happens to the families in the houses. Some people try to justify these
schemes by saying that they help these families build up wealth that they would not be
able to acquire on their own. The house would be these individuals’ main source of
wealth (Carswell).
“Fraud for profit” schemes are used strictly as a way to make a lot of money. In
order for these to be successful, the perpetrator has to have help from someone on the
“inside” that knows a lot about the industry. These insiders are people like lawyers, bank
officers, appraisers, mortgage brokers, and loan originators. The success of these
schemes is based on the inflated appraisal, which makes the property look like it is worth
a lot more than it actually is (“Mortgage”).

Types of Mortgage Fraud:
There are many different types of mortgage fraud. These include foreclosure
rescue schemes, loan modification schemes, illegal property flipping, builder
bailout/condo conversion, equity skimming, silent second, home equity conversion
mortgage, commercial real estate loans, and air loans.
Foreclosure Rescue Schemes:
Foreclosure rescue schemes involve the perpetrator finding homeowners who are
close to defaulting on their mortgages and go into foreclosure. The perpetrator then
convinces the homeowners that they can save their house by transferring the title to the
property into the name of another investor. The criminal gains by selling the property to
that investor, getting equity with the fake appraisal, and stealing the seller proceeds from
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the homeowner. The homeowners are sometimes told that they can pay rent for a year
and gain enough credit to repurchase the home. This fails because the criminal does not
make the mortgage payments and the house goes into foreclosure (“Mortgage”). An
example of a foreclosure rescue scheme occurred in 2012 and involved two Florida
residents. Lisa Wright and Cathy Saffer were sentenced to 66 and 60 months in prison
for defrauding mortgage lenders and homeowners. These two women owned what they
called Foreclosure Solution Specialists (“FSS”) from 2006-2009. Wright and Saffer told
people who were at risk of foreclosure that they were able to help them stay in their
residences. They lied and told the victims that their homes would be sold to investors.
The two women told the victims that after the sale they would be able to continue living
in their homes and that when the people had enough money to rebuy their house that they
would be able to. Instead of having actual investors purchase the homes, the homes were
sold to straw buyers, which are fake buyers who make purchases on behalf of someone
else. Wright and Saffer paid these straw buyers to participate in this fraud. They also paid
Florida Certified Public Accountant, Barrington Coombs, to write a sham letter to verify
false information on the different loan applications. The mortgage transactions through
the FSS had the women taking equity out of these homes and pocketing the money. Not
surprisingly, the houses then went into foreclosure and the victims lost all the equity,
while being forced to move out (“Two”).
Loan Modification Schemes:
Loan modification schemes are the second type of mortgage fraud. This is where
the con artist offers to help owners who are about to lose their homes. The con artists
offer to discuss the terms of the homeowner’s loan with the lender, and get it for a
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cheaper principal or reduced interest rate. The con artist demands high fees up front and
does not come forth with the renegotiated payments. The homeowners will lose their
homes in the end. An example of a loan modification schemes deals with three men who
work for a company called 1st American Law Center. Gary Bobel, Scott Thomas
Spencer, and Travis Iverson were all sentenced for stealing over $11 million from around
4,000 people who thought they were modifying their mortgage. Mark Spencer was also
involved, but sentenced at a different time. In 2008, Bobel opened a loan modification
company in California. He hired different telemarketers to call homeowners who
couldn’t afford their mortgages. Scott and Mark Spencer and Iverson were all
telemarketers. They lied to the homeowners telling them they had lawyers working with
them who screened the clients and that they had over a 98% success rate in getting loan
modifications from the 1st American Law Center. They told the homeowners that there
was a money back guarantee and that their fees went to an account that wouldn’t be
touched until the deal was done. The money that should’ve gone to the homeowner’s
mortgage went to the 1st American Law Center. All of these lies ended up causing the
homeowners to go broke and lose their house in the end (“Mortgage”).
Illegal Property Flipping:
Illegal property flipping is the third type, and one of the most popular kinds of
mortgage fraud. This is where a property is purchased, appraised at a higher value than it
is worth, and then sold immediately. This is made illegal because the appraisal is
fraudulent. The FBI says, “The schemes typically involve one or more of the following:
fraudulent appraisals; falsified loan documentation; inflated buyer income; or kickbacks
to buyers, investors, property/loan brokers, appraisers, and title company employees.” An
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example of this occurred in Sarasota, Florida. “The King of Sarasota Flip,” Craig
Adams, was a part of the biggest group of property flippers. He didn’t get involved with
just anyone, rather he chose the buyers and sellers so that they could choose the price
they wanted, and he would receive hundreds of thousands of dollars in commission.
Sometimes he and his partners would buy a house and quickly sell it to a partner for
much more than the actual value. This gave them a larger mortgage than the house was
worth and they would divide the cash up among them. Adams has defaulted on more
than $17 million in mortgages (Braga).
Builder Bailout:
Builder bailout/ condo conversion is the next type of mortgage fraud. This
happens when builders try to minimize their losses. The builders see that they have a lot
of buildings to sell and that demand is down. They find a buyer who is willing to take a
loan out on the property. The buyers don’t pay on the property to let it go into
foreclosure. An example of builder bailout occurred in Santa Ana, California. Five
people were arrested for buying over 100 condominium units all over the United States
where most of the mortgages defaulted. All of these foreclosures resulted in losses of
millions of dollars. These men all worked with Excel Investments and similar
companies to carry it out. They would find new condos where the builder/owner was
having trouble selling to get their value. They would tell the builders they could sell the
units in exchange for a large commission. This was good for the builders because it
looked like their condos were selling and it looked to others that the condos maintained
their value well. The defendants got straw buyers to purchase the properties and they told
them they would receive financing because the defendant would lie on parts of the loan
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application. The defendants got large commissions and the lending institutions lost
millions (“Mortgage”).
Condo Conversion:
In a condo conversion scheme, builders buy buildings cheap during the housing
boom and make them into condos. When the market declines, they are stuck with unsold
condos. The developers recruit buyers, offering them cash incentives, to amplify the
value of the condos so they can make more money when they close. The buyer’s income
and asset information are often fraudulent. They make it look as though they have more
assets or income, so that they can qualify for loans that they cannot afford. An example of
this is the same as the builder bailout example above.
Equity Skimming:
Equity skimming is the next type of mortgage fraud. An investor finds a
fraudulent buyer, income documents, and a credit report to obtain a mortgage in this
buyer’s name. Right before closing, the buyer signs the property over to the investor and
gives all the property rights, and no guarantee to the title. The investor does not make
payments and rents out the property until it is foreclosed on (“Mortgage”). An example
of equity skimming occurred in Las Vegas in 2008. Matt Marlon would buy houses from
people who couldn’t afford them anymore and rent them out. He wouldn’t keep his
promise to repay the sellers because many times he wouldn’t have enough money to
repay them. Marlon was being charged with over ninety cases of doing this. He would
use a fake name to get these buyers and in the end, the buyers would lose a lot of money
and kill their credit (Edwards).
Silent Second:
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A silent second occurs when the buyer gets a hidden second mortgage to borrow
money from the seller to pay the down payment. The main lender believes that the buyer
has invested his own money in the down payment, when instead it was borrowed. An
example of this involves a Florida architect in 2010. Robert Policastro was sentenced to
five years and three months in federal prison. He took out primary loans and bought
several multimillion-dollar properties around Miami. He did not disclose to the primary
lender that he took out silent second loans on each property. The silent seconds gave him
enough money for the down payments and he was able to secretly make money off the
transactions. To hide the silent seconds the title agent would prepare false documents to
send to both lenders so that neither knew of the other mortgage (Roberts).
Home Equity Conversion Mortgages (HECM):
Next is the home equity conversion mortgages or HECM. This is a reverse
mortgage that is insured by the Federal Housing Administration to people over the age of
62. It gives the elderly equity on their homes. The scammers recruit elderly people so
that they can get an HECM in the elderly person’s name, and get cash from the equity in
the home. The scammers keep all the cash or give a small fee to the elderly person. The
appraisals on these houses are inflated, and the lender does not discover the fraud until
the actual homeowner dies, and what the property is really worth is discovered
(“Mortgage”). Often times the elderly are taken advantage of by their own family
members. In 2012, a lady from Montana took $120,000 from her elderly mother during a
reverse mortgage scheme. The mother had Alzheimer’s and was unaware of what she
was signing. Her daughter took the money to purchase many items for herself. Another
case happened to a sixty five year old women who took out a $100,000 lump sum reverse
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mortgage because her son convinced her too. He then gambled away all of the money,
but is now spending time in jail (Sichelman).
Commercial Real Estate Loans:
Commercial real estate loans are where owners of commercial residences that are
in trouble get financing through bogus leases to make the building look worth more than
it is. The appraisal value is pushed up. These bogus documents trick lenders into making
loans on these risky properties. Once these loans default, the lender is left a commercial
property that is in awful shape because it has not been taken care of (“Mortgage”). It has
been found that most of the illegal activity dealing with commercial real estate loans
involves money laundering and similar activities. An example of this happened when a
US bank reported that there was a real estate investment company that made cash
deposits, over five weeks, totaling $1,000,000. During these same five weeks, they sent
and received wire transfers from a company located in a different location in the US.
These wires amounted for the same amounts as the deposits (“Money”).
Air Loans:
The last type of mortgage fraud is air loans. This type of fraud occurs when there
is a non-existent property and no collateral. Brokers create fake borrowers, properties,
and documents. The property is misrepresented, does not really exist, or is not what the
loan claims that it is. The broker is the dishonest one with this type of fraud (Carswell).
An example of this occurred in Los Angeles California in 2011. Manuel Garcia was
president of Keyworth Mortgage Funding Group, which originated residential mortgage
loans and sold them to investors, such as Fannie Mae. Garcia would falsely get money
from First Community Bank by saying the money was used for new residential mortgage
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loans. This money was actually used to pay back money to Fannie Mae that Keyworth
owed (Cummings).
The FBI’s Response:
The FBI has stepped into to crack down on all these types of mortgage fraud.
They created the Financial Institution Fraud Unit or FIFU. This group “oversees the
investigation of financial industry fraud schemes perpetrated by individuals, as well as
criminal organizations, which target our nation’s financial institutions.” They work with
the public, but also with federal, state, and local law enforcement agencies to try to
eliminate much of the fraud. Mortgage loan originations, in 2011, had dropped to the
lowest it has been since 2001. There have been tighter restrictions and underwriting
standards following the crisis, which help to account for these low numbers. Since there
have not been as many of these, the fraud in this area has decreased as well. The opposite
end of the spectrum is true for delinquencies and foreclosures, as they have dramatically
increased in recent years. Mortgage fraud schemes have also increased, as many
homeowners have had serious financial troubles (“Mortgage”).
The FBI is informed about mortgage fraud through SAR’s, which are suspicious
activity reports. Federally insured financial institutions file these if they notice anything
out of the ordinary occurring. In 2003, institutions reported 6,936 SAR’s, and in 2011
there were 93,508 SAR’s reported. By analyzing these, the FBI is able to pick up on
trends, which may lead to mortgage fraud investigations. Below are two graphs. The first
graph the FBI produced to show the SAR’s that are mortgage fraud. The second graph
shows the dollar losses from the mortgage related fraud.
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The FBI has also increased the amount of agents that work on these types of cases. They
have accomplished a lot. As of 2011, their investigations had resulted in 1,223
information’s indictments, and 1,082 convictions of mortgage fraud. They also have
“$1.38 billion in restitutions; $116.3 million in fines; seizures valued at $15.7 million;
and $7.33 million in forfeitures.”(“Mortgage”)
Stopping the Mortgage Crisis:
This crisis was years in the making, but, arguably, the government could have
done some things differently that would have prevented this from happening. Carl, the
REO asset manager, believes that a closer eye should be kept on Wall Street. He said,
“The bubble bursting was a direct result of the Street’s appetite for mortgage backed
securities. As such they needed more and more loans. This forced lenders to create loan
programs that had minimal underwriting standards. It just fed itself until it could no
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longer substantiate the need because home values fell.” Scott believes that the
government was directly involved with this because they pushed lenders to put out
programs so that everyone could have home ownership, even when they couldn’t afford
to own a home. He said that when the crash happened the government tried to blame
others, when they were the ones who created and enforced the faulty programs. These
actions by the government just show that if the government would not have kept
promoting risky loans, that there would not have been this crisis. Stricter loan standards
also would have cut back on the amount of mortgage fraud.
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Chapter 3: New Laws
This chapter is about the new laws that have been enacted since mortgage crisis,
like the Dodd Frank Act, and the different provisions of the laws.
Dodd Frank Act:
President Obama signed the Dodd Frank Wall Street Reform and Consumer
Protection Act, or Dodd Frank Act for short, on July 21, 2010. There were many
provisions in this that dealt with the mortgage industry to protect consumers (Sabel).
Subtitle A: Residential Mortgage Loan Origination Standards:
The first provision dealt with residential mortgage loan origination standards.
Title XIV alters the Truth in Lending Act and says, “to establish a duty of care for all
mortgage originators, which would require them to be properly qualified, registered and
licensed as needed, and to comply with any regulations designed by the Federal Reserve
Board to monitor their operations.” The originators of the mortgages also are not allowed
to receive monetary compensation that ties into the face amount of the loan. The
objective of this provision is that originators will not try to get people to take on
mortgages that they cannot afford. The Federal Reserve Board has the authority to watch
over the mortgages, and make sure the public is being treated fairly (“Dodd”).
Subtitle B: Minimum Standards for Mortgages:
Title XIV places minimum standard requirements on mortgages. Before a loan is
allowed to be made, a borrowers credit history, current and expected income, and similar
factors are all evaluated. This has to be done to all mortgages, no matter how much they
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cost. The Federal Reserve Board looks over these mortgages, and there may be certain
prepayment penalties for some of the loans. If there is any type of fraud occurring by the
borrower, the lender is not in any way held responsible. There are more disclosures given
to borrowers when they first take out the loan, and in their payment statements each
month (“Dodd”).
Subtitle C: High Cost Mortgages
A mortgage is considered to be high cost if it is a first time mortgage with an
interest rate higher than 6.5% above the average prime rate or a second mortgage that is
8.5% greater than the average prime rate. To keep the payments on these loans lower,
balloon payments aren’t allowed. A balloon payment blows up quickly so that the
scheduled payments will be twice as large as the average of earlier payments (“Dodd”).
There are also stricter requirements on debt acceleration, modification or referral fees,
and less late fees. With all of these new restrictions in place, many people are less likely
to purchase or loan high cost mortgages. Another provision is that the Department of
Housing and Urban Development or a state housing authority, must certify the consumer
before a loan can be given. The certification must show that the borrower has had
counseling on the loan before borrowing (Sabel).
Subtitle D: Office of Housing Counseling
The Office of Housing Counseling has to do research and work with the public to
establish and coordinate regulations that deal with mortgage and housing counseling.
They provide information, programs, and assistance to borrowers during the mortgage
process. The Secretary of Housing and Urban Development has to inform prospective
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homebuyers about home inspections and the potential of housing scams (“Dodd”).
Subtitle E: Mortgage Servicing
This portion deals with mortgage servicing practices. This requires the creditors
that are involved with the transaction to establish a five-year escrow and impound
account at an insured institution where the taxes and insurance premiums will be paid.
The Board is able to choose certain creditors that don’t have to have an escrow or
impound account. If the consumer chooses to move forward without these accounts, the
creditor is required to give a written disclosure of the terms without the account (Sabel).
Also, mortgage servicers can’t get force placed insurance unless the borrow hasn’t
followed through with their required obligations
Subtitle F: Appraisal Activities
This forces creditors to get a written appraisal on the property before they are
allowed to give a borrower a high-risk mortgage. The creditor is required to pay for this,
and it must be independent, meaning there cannot be any bias between the creditor and
the appraiser. The Government Accountability Office has to do studies on valuation
models, appraisal methods, and how they affect the home valuation code of conduct.
Also, the Appraisal Subcommittee of the Bureau of Consumer Financial Protection must
provide yearly reports and they are required to oversee the quality of the appraisals and
companies. Banks now have to hire appraisal management firms that then pick an
appraiser. This new procedure puts up a firewall between the lender and the appraiser.
Subtitle G: Mortgage Resolution and Modification
This mortgage resolution program was established for tenants, current and future,
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to make sure that the owner of the property has the money to pay for it, keep up the
maintenance, and provide a simple way to transfer the property to a new buyer. The
Home Affordable Modification Program has been edited to tell more to the public and
borrowers who have been denied a mortgage. It’s purpose was to prevent foreclosures by
modifying home loans to borrowers under hardship, but it has not worked very well.
Subtitle H: Miscellaneous Provisions
Congress said that with all of these provisions put in place, Fannie Mae and
Freddie Mac should make changes to how they do business as well. Starting on October
1, 2010, the Emergency Homeowners Relief Fund will help the programs trying to
provide stability to neighborhoods. Lastly, a program has been created that will give
foreclosure legal help to those that don’t have much money (“Dodd”).
Effect of the Laws:
After the real estate bubble occurred and mortgage fraud was on the rise,
something had to be done to combat the problem. Mortgages were too easy to get and
many of the mortgages had provisions that made it hard for the borrowers to pay off their
mortgages when the housing prices decreased. There were some major changes that took
place in the United States to try to help the economy, but many people are still unhappy
with the laws that have been put in place. In my interview with Scott, the Keller
Williams realtor, he said, “I am pleased with the laws that have been enacted, but the
tightening of appraisals has been a problem. The appraisal process has gotten so tight
that lenders cannot even lend and many mortgages are rejected because appraisers cannot
do their jobs.” Carl said that he is happy with the laws because it is better to have
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regulations than none at all, but he is unhappy because he feels that the regulations were a
“knee jerk reaction” and not well-defined leaving many things up to interpretation. He
also said that he is scared this will all happen again if the laws are not refined. Brian is
not happy with the laws in place. He said, “I think the intent was good, however the
result is overly bureaucratic, helping large corporations squeeze out smaller corporations
and creating more confusion for the purchasing buyer. Some protections are good for the
buyer, but the control given in the marketplace to larger corporations negates much of
this on a continually broadening scale.”

Conclusion:
Laws passed by Congress with the purpose of improving the national economy
and increasing home ownership opportunities for a broader base of people actually had
the opposite effect. These laws, and an accommodating Federal Reserve interest rate
policy, helped to fuel an unsustainable real estate bubble. The greed of real estate
investors and homeowners, lax appraisal regulation, and wrong rating of securitized
mortgages led to rampant mortgage fraud by individuals and companies hoping to take
advantage of inflated real estate prices and lax regulations. These excesses were exposed
when the real estate bubble burst, the national economy suffered and many individuals
lost homes due to foreclosures. Some of the foreclosures were due to loss of jobs due to
the downturn in the economy, but many were the result of mortgage fraud committed
during the real estate bubble. The national outrage resulting from the bursting of the real
estate bubble and mortgage fraud consequences resulted in Congress passing new laws,
such as the Dodd Frank Act, which, among other things, tightens regulations in the

38
banking industry, making it much more difficult for potential homebuyers to obtain
mortgage financing. There must be a balance between the American dream of home
ownership, the operation of a free market economy and the laws enacted to stimulate the
economy, and the protection of the rights of the American people. The real estate bubble
proved we have not yet found that balance.
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